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Trial Attorney 
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Department of Justice 

555 4 th Street, N.W. 

Washington* DC 20001 

Re: United States v. FDIC, Civ. No. 02-1427 (D.D.C.) 

Dear Hank: 

This letter is provided by the FDIC in connection with the parties' discussions with 
respect to the federal income tax liability of the FDIC as Receiver for Benj. Franklin Federal 
Savings and Loan Association ("Benj. Franklin"). Specifically, we respond to your letter dated 
December 19, 2003, and to the position and views set forth therein by IRS' National Office and 
DOJ (collectively, "you" or "your"), regarding the timing of deductions for $258 million in post- 
insolvency interest expenses previously omitted from the receivership's income tax returns. 

We heartily accept youx invitation for our comments and analysis regarding your position 
on the deduction timing issue, We especially welcome this opportunity to provide you, per your 
request, with "any available authority that would legally require or obligate a receivership to pay 
interest on the FFA to FDIC/Corporate." 

In your letter, your position is succinctly set forth in the last paragraph on page three, 
which provides, in pertinent part: 

[I]t appears that any legal obligation on the part of the Receivership for 
the payment of interest would be contingent and entirely dependant upon 
the Receivership having first full[y] paid those claims having a higher- 
priority to that of the claim for interest on the FFA. At the very least, 
because interest on the FFA cannot be paid until higher priority claims 
are satisfied, including repayment of principal for the FFA, interest 
cannot accrue for tax purposes until the taxable year in which it can be 
demonstrated that all higher-priority claims will be satisfied with a 
sufficient surplus remaining from which interest could be paid. Prior to 
this occurrence, payment of interest on the FFA is contingent and it is 
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very unlikely that any interest on the FFA could have properly accrued 
under the "all-events" test. 

(emphasis added). 

The foregoing conclusion is flawed in several respects. As a matter of law, a 
receivership's obligation to pay post-insolvency interest ("PIT) on federal financial assistance 
("FFA") becomes fixed and certain at the inception of the receivership whereupon FDIC 
Corporate becomes subrogated to the depositors' claims, including interest, following its 
payment of the FFA, usually to an assuming bank. 12 U.S.C. § 1821(f) and (g). As we ftjrfher 
explain, your assumptions concerning the FDIC's accounting for PII, and, specifically, FDIC 
policy concerning its accrual, are simply mistaken. 1 Finally, your reliance on cases involving 
accrual-basis taxpayers in bankruptcy proceedings is misplaced and likely rests on your 
confusion regarding the liability for payment of the interest, versus the actual payment of the 
interest (the occurrence of which is not a condition for the receivership's liability for the 
interest). In the case of the Benj. Franklin receivership, the interest liability unquestionably 
arose on September 7, 1990. Thus, 1990 is the year in which the interest accrued and is properly 
deductible. We discuss our position in more detail below. 

1 . The FDI Act is the Source of the Interest at Issue 

The Federal Deposit Insurance ('TDI") Act establishes the accrual of the liability on the 
subrogated claim at the inception of the receivership. The Corporation's obligation to pay 
insured deposit claims arises under 12 U.S.C. § 1821(f) and (g), which state in pertinent part that: 

(1) Payment of insured deposits 

( 1 ) [P]ayment of the insured deposits. . .shall be made by the Corporation as 
soon as possible, subject to the provisions of subsection (g) of this section, 
either by cash or by making available to each depositor a transferred deposit 
in a new institution in the same community or in another insured depository 
institution in an amount equal to the insured deposit of such depositor, 

(g) Subrogation of Corporation 

(1) In general - [T]he Corporation, vcpon the payment to any depositor as 

provided in subsection (f) of this section . . . shall be subrogated to all rights 
of the depositor against such institution ...to the extent of such payment or 
assumption. 



1 See, e.g„ page 3 of your letter ("we believe it is the policy of the FDIC not to accrue post-insolvency 
interest oil creditor claims until at least 95% of the principal of accepted claims has been paid"). 
Indeed, the obverse is true, as discussed infra. 
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(2) Dividends on subrogated amounts - The subrogation of the Corporation 
under paragraph (1) . . . shall include the right on the part of the Corporation 
to receive the same dividends from the proceeds of Hie assets of such 
institution and recoveries on account of stockholder's liability as would have 
been payable to the depositor on a claim for the insured deposit 

(emphasis added). 

On September 7, 1990, the RTC was appointed Receiver for Benj. Franklin. Pursuant to 
a purchase and assumption transaction consummated on the same date, the Bank of America ("B 
of A") assumed Benj. Franklin's insured deposit liabilities (approximately $2.7 billion). In order 
to induce B of A to assume such deposit liabilities, however, RTC Corporate had to fund B of A 
with an equivalent amount (net of assets and fees); RTC Corporate thus became subrogated to all 
the rights of the depositors against the assets of the receivership estate. This is the "subrogated 
deposit claim," owed by the Receiver to RTC Corporate. 

Operationally, the subrogated deposit claim in the Benj. Franklin receivership 
proceedings was evidenced by a Corporate Proof of Claim ("CPOC") filed with the Receiver on 
behalf of RTC-Corporate, a copy of which is attached hereto as Exhibit A. The CPOC is 
actually a sworn affidavit in which the deponent, DebraE. Crow, states in paragraph 3 that, 
beginning on September 7, 1990, "the Corporation;^ the insured deposit claims of certain 
depositors" in the aggregate sum of $2,615,571,923.04 (emphasis added). Additionally, 
enumerated as item no. 4 of its claim, the CPOC clearly sets forth RTC Corporate's claim to 
"such interest as may be allowed by law" on its subrogated claim. 

The financial statements for the Benj. Franklin receivership did not reflect accrued 
interest on RTC's subrogated deposit claim until 1994. Nevertheless, the interest was being 
accrued "off book," commencing on September 7, 1990. The RTC made a retroactive 
adjustment to the Benj. Franklin financial statement in 1994 that recognized the cumulative 
amount of the accrued interest because the receivership had reached a 95% pay-out level. This 
was an established receivership accounting practice in the 1990s implemented by the RTC to 
ease the administrative burden of operating literally hundreds of receiverships, most of which 
were not likely to ever pay the interest claims. The 95% threshold demonstrated a proven level 
of receivership financial capability. 

Contrary to your understanding of FDIC accounting policies, the FDIC's financial 
statements for Benj. Franklin refer only to the recognition of PD under the 95% threshold 
standard, and not the accrual of the PII. This is evident from the face of the Benj. Franklin 
financial statements; see, e.g. , statement for the year ending December 3 1 , 2002, which states in 
footnote 6 as follows: 

6. Estimated Interest on Claims: Annlicable la w governs. Qt directs the 
payment ofoost-insolvencv interest to creditors holding proven claims 
against the receivership estate, including the claim(s) held by the FDIC in 
its Corporate capacity. Post-insolvency interest is the interest paid on 
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proven creditor claims, under certain circumstances, after a receiver is 
appointed. Uncertainties exist as to the universe of creditors whose claims 
will ultimately be allowed and whether creditors will receive the full 
principal amount of proven claims against the receivership estate or any 
post-insolvency interest. No distribution will be made to holders of equity 
interests until after allowed creditor claims have been paid principal and 
any post-insolvency interest in full. Generally, the estimated liability for 
the total amount of post-insolvency interest payable respective to 
creditors' claims is recognized in these fin ancial statements when at least 
95% of the principal of proven creditor claims has been paid. 

(emphasis added). 

As you know, the Benj. Franklin receivership paid about $258 million of PII in the 
aggregate. It consists almost entirely of interest on the subrogated deposit claim. For unknown 
reasons, the tax preparers for the receivership did not deduct it in the taxable income 
calculations. There appears to be no dispute that in order to arrive at the correct amount of tax 
that may be owed by the Benj. Franklin receivership, the tax returns should properly account for 
thePE. 

2. FDIC Corporate is entitled to recover Interest on its Subrogated Claim 

The right of the FDIC to collect PII on its subrogated claim is founded both on settled 
law governing the rights of depositors to collect interest as well as long-standing public policies 
intended to protect the integrity of the FDlC's insurance funds. The litany of relevant legal 
authorities was set forth and explained in a recent federal district court case, Golden Pacific 
Bancorp v. FDIC, No. 95 Civ. 9281(NRB), 2002 WL 3185395 (S.D.N.Y. Dec. 26, 2002). There, 
the very issue of the FDIC Corporate's right to collect PII on its subrogated claim was 
adjudicated. In Golden Pacific Bancorp, FDIC Corporate was paid over $1 1MM in PII from the 
Receiver, based on a total subrogated claim amount of $23MM. It was undisputed that: 

The FDIC calculated post-insolvency interest./fow* the date of the 
expenditure until the date of repayment by FDIC-R at a rate of 9% based 
on the amount of the funds the FDIC-C had paid to insured depositors. 

Id. at *2 (emphasis added). 

Golden Pacific Bancorp ("GPB"), as the holding company of the failed bank, brought a 
derivative action against the FDIC claiming, inter alia, that FDIC Corporate was unjustly 
enriched, at GPB's expense, by the payment of PII on its subrogated claim. The Court dismissed 
GPB's arguments, noting first the FDIC's express statutory basis for its subrogated claim: 

P]t is clear under the applicable Federal Deposit Insurance Act in 
existence at the time that once the FDIC-C fulfilled its insurance 
obligation to depositors, it was subrogated to their rights: '[T]he [FDIC], 
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upon the payment to any depositor as provided in [12 U.S.C. § 1821(f)], 
shall be subrogated to all rights of the depositor against the closed bank to 
the extent of such payment/ 12 U.S.C. § 1821(g) (1982). Here, it is 
undisputed that the FDIC-C fulfilled its insurance obligation to depositors. 
Thus, the only remaining question is whether interest payments are among 
the 'rights of the depositor' under the language of 12 U.S.C. § 1821(g) and 
thus whether the FDIC-C was entitled to interest. We answer this question 
in the affirmative. 

Id. at *5. 

The Court then explained the authority for the FDlC's right to PII, beginning with a 
chronology of the relevant case law precedent: 

The general right of a creditor of a national bank in default to receive post- 
insolvency interest on principal amounts owed to the creditor was 
established as far back as 1876, in the case of Nat 'I Bank of the 
Commonwealth v. Mechanics Nat'l Bank, 94 US, 437, 24 L.Ed. 176 
(1876), There, the Supreme Court held: 'The interest lawfully accruing 
upon each of [the creditors' claims] was as much a part of it as the original 
debt. The creditor had the same right to the payment of die one as of the 
other/ Id. at 439-40, Though this case does not deal specifically with the 
rights the FDIC inherits under the Federal Deposit Insurance Act (as 
neither were then in existence), it does demonstrate that creditors' rights in 
a liquidation do include the right to interest, 

Subsequent cases, however, do address the rights of the FDIC to interest 
as subrogee. In First Natl Bank in Humboldt, 523 N.W,2d 591 (Iowa 
1 994), the Supreme Court of Iowa held that the right to post-insolvency 
interest was one of the rights to which the FDIC-C became entitled when 
it acted to fulfill its obligation to depositors. Id. at 595, Under such 
circumstances, the Court concluded, 'Congress n ot only authorized FDIC 
corporate to recover interest on the use of money fr om the insurance fund 
but in fact made it FDIC corporate's fidu ciary duty to do jfl/ Id. Though 
we recognize that a state court's interpretation of federal law is not 
binding, Hurwitz v. Sher, 789 F.Supp. 134, 138 (S.D.N. Y.1992), we 
nevertheless find the reasoning of the Court in First Natl Bank in 
Humboldt persuasive, and adopt it here. 

Id. (emphasis added). 

The Court then further explained the FDlC's fiduciary duty to recover PII by 
underscoring the significance of PII in protecting the fiscal integrity of the Bank Insurance Fund 
as a matter of public policy: 
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As that Court noted, the funds that the FDIC advances to fulfill its 
insurance obligations to depositors come from its bank insurance fund, a 
fund that is financed by assessments on the deposits of insured banks. 
First Nat'l Bank in Humboldt, 523N.W.2dat 594; 12U.S.C. §§ 
1821(a)(5), 1817(b), The Court continued: 

When these insurance funds are not 'otherwise employed' in 
securing the accounts of insured depositors, the [Federal Deposit 
Insurance Act] requires them to be "invested in obligations of the 
United States or in obligations guaranteed as to principal and 
interest by the United States." [12 U.S.C.] § 1823(a)(1). This 
provision reflects Congress* intent that money in the deposit 
insurance fund bear interest in order to protect th e fiscal integrity 
o f the fund... When insurance funds are diverte d from investments 
to finance the liquidation or purchase and assumption of a failed 
bank the same concerns for fisca l integrity auvlv. 

First Nat'l Bank in Humboldt, 523 N.W-2d at 594-95. [footnote] 

Id. (emphasis added). 

Lasdy, the Court noted that the payment of PII also served to further the congressional 
intent to protect the integrity of the FDIC insurance funds since the alternative (Le., not allowing 
collection of PII) would be tantamount to providing a source of profit to the shareholders at the 
expense of the FDIC: 

Moreover, the Eighth Circuit's decision in FDIC v. Citizens State Bank of 
NlangUQ, 130 F.2d 102 (8th Cir, 1942), is instructive. In that case, the 
Commissioner of Finance of the State of Missouri was attempting to 
distribute surplus funds to the failed bank's stockholders instead of paying 
interest to creditors, including the FDIC. Id. at 103. The relevant language 
of the predecessor of the Federal Deposit Insurance Act, the Federal 
Reserve Act, was nearly identical to the language at issue here. It stated 
that the Corporation, 'upon the payment of any depositor . . . , shall be 
subrogated to all rights of the depositor against the closed bank to the 
extent of such payment/ 12 U.S.C. § 264(1) (7) (1940). The Commissioner 
argued that the 'to the extent of such payment' language limited the FDIC 
to recovering only the sum that it had paid out. Citizens Bank ofNiangua, 
130 F.2d at 103. Rejecting the Commissioner's argument, the Court 
concluded that the rights attained by the FDIC 'obviously inciudef ] the 
usual and inherent incident of interest for the period that the bank's 
obligation for the deposit remains unsatisfied as against the Corporation, if 
a surplus is available for that purpose. ' Id. at 1 04. As in First Nat'l Bank in 
Humboldt, the Court noted Congress's intent to protect the finances of the 
insurance fund, observing that 5 [n]either the purpose of the [Federal 
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Reserve Act] nor its legislative history evidences any philanthropic intent, 
in a situation such as this, to allow the use of the [FDlOs] funds to 
become a source of profit to stockholders of a defaulting bank, at the 
expense of the [FDIC]/ Id. at 104 n 6. 

In light of these decisions, and in view of the importance of maintaining 
the bank insurance fund, we hold that the FDIC is entitled to the payment 
of interest on the funds that it extends when it is subrogated to the rights of 
depositors, 

Id. at 6. 

Accordingly, the obligation for a receivership to pay interest on FFA to FDIC Corporate 
is settled law, pursuant to Golden Pacific Bancorp, and the various cases and public policy 
grounds set forth therein. Moreover, as shown by the governing provisions of the FDI Act and 
the foregoing legal authorities, the receivership's liability arises and becomes fixed and 
unconditional the moment that FDIC Corporate uses its insurance funds to pay for deposit 
liabilities, or, stated another way, a receivership's liability arises contemporaneously with the 
creation of FDIC Corporate T s subrogated claim. We explain further, below, in the context of the 
"all events test," 

3. The Interest Accrual Deduction 

As you state in your letter, IRC § 163 states that a corporation may deduct all interest 
paid or accrued within the taxable year. The standard for determining when an expense that 
represents interest paid or accrued has been incurred for federal income tax purposes has been 
the "all events" test, which states that: 

Sec. 461 (h)(4) ALL EVENTS TEST - [T]he all events test is met with 
respect to any item if all events have occurred which determine the feet of 
liability and the amount of such liability can be determined with 
reasonable accuracy. 

Further, for taxpayers using the accrual method, such as the Benj. Franklin receivership, 
the test requires that three elements be met during the years at issue before accrual of an expense 
would be allowed. The elements are set forth in Treas. Reg. § 1.461.1(a)(2) as follows: 

Taxpayer using an accrual method - (i) In general. Under an accrual 
method of accounting, a liability... is incurred, and generally is taken into 
account for Federal income tax purposes, in the taxable year in which [1] 
all the events have occurred that establish the fact of the liability, [2] the 
amount of the liability can be determined with reasonable accuracy, [3] 
and economic performance has occurred with respect to the liability. 
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The third factor, economic performance, is met upon the accrual of interest. As Treas, 
Reg- § 1 -46 1 -4 provides: 

(e) Interest In the case of interest, economic performance occurs as the 
interest cost economically accrues, in accordance with the principles of 
relevant provisions of the Code. 

Thus, as your letter states, the only issue in dispute here regarding the application of the 
"all events test" is the correctness of your position on whether the "obligation to pay interest on 
the FFA was uncertain and contingent." 

The PI1 on the subrogated deposit claim properly accrued in 1990 under the "all events 
test" for the simple reason that the establishment of the receivership's liability for PII was not 
subject to any conditions or contingencies. The liability for PII was "fixed" the moment FDIC 
Corporate became subrogated to the rights of the depositors. 

Plainly, the legal authorities already cited above support our position. Nowhere does ^ 
Golden Pacific Bancorp, or any of the authorities relied on therein, state that FDIC Corporate's 
right to collect PII on its subrogated claim is contingent upon the satisfaction of any conditions 
other than, obviously, the diversion of FDIC insurance funds tfc to finance the liquidation or 
purchase and assumption of a failed bank," First Nat'l Bank in Humboldt, supra, 523 N- W,2d at 
594-95. On the contrary, if the express intent of Congress is to protect the fiscal integrity of the 
FDIC's insurance funds by, inter alia, allowing PII to be collected by FDIC Corporate, then it 
would be illogical to assert that the PII could only accrue upon the fulfillment of certain 
conditions. A fortiori, if it is FDIC Corporate's fiduciary duty, in its administration of the 
insurance funds, to collect PII, then it would likewise be patently irrational for the FDIC's own 
regulations and policies to preclude the accrual of PII on the subrogated claim amount. 

Yet your letter takes that very position, based primarily on a misreading of 12 C.F.R* § 
360,3 as imposing conditions on the accrual, rather than the payment, of interest The plain 
language of that section shows that it is intended to govern the order of distribution payment 
only. 2 It simply does not speak to the issue of the accrual of interest as a matter of receivership 
accounting. 3 



2 Under the distribution scheme in 12 C.F.R. § 360.3, insured deposit claims, including those of the 
Corporation as subrogee, are treated as category 6 claims. PII on the subrogated deposit claim is treated 
as a category 7 claim. The rules governing the calculation and distribution of PII to creditors with proven 
claims for FDIC administered receiverships established after June 13, 2002 are set forth at 12 C.F.R. § 

360.7. 

3 S$4, eg., section 3603(d): "All unsecured claims of any category or class or priority described in 
paragraphs (aXO through (a)(10) of this section shall be paid in full . . . before any claims of lesser 
priority are paid? 



8 
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Based on this misreading of section 360.3, you then draw the following incorrect 
conclusions regarding FDIC accounting policy on the accrual of PII: 

Because of the uncertainty regarding the availability of such funds, it is our 
understanding that the lower priority claims are not immediately accrued 
on the books of receiverships administered by the RTC/FDIC. For 
example, we believe it is the policy of the FDIC not to accrue post- 
insolvency interest on creditor claims until at least 95% of the principal of 
accepted claims has been paid. 

(emphasis added). 

Your expressed understanding is simply wrong. The FDIC has never interpreted section 
360.3 as precluding the accrual of PII "until at least 95% of the principal of accepted claims has 
been paid." On the contrary, the "95%" guideline applies only to the recognition of the PII 
accrual on receivership financial statements, as already noted above. As a matter of law, the 
FDIC's interpretation of its own regulation would be accorded judicial deference. See, e.g., 
Chevron USA, Inc. v. Natural Resources Def. Council. Inc.. 467 U.S. 837, reh'g denied, 468 U.S. 
1227(1984). 

Likewise, your analogy to the bankruptcy context incorrectly assumes that the accrual of 
PII is subject to certain conditions or contingencies. Since it is not, bankruptcy law simply has 
no application to the deduction timing issue here, as demonstrated by the very cases you cite. 
See, e.g., Matter of West Texas Marketing Corp., 54 F.3d 1 194, 1 197 (5 th Cir. 1995) ("Implicit i 
the obligation under § 726 to pay postpetition interest ... is the necessary condition that 
sufficient assets remain following distributions under § 726(a)(l)-(4).") (emphasis added). 
Under Bankruptcy Code § 726, a debtor's obligation to pay postpetition interest, and a creditor's 
corresponding right to receive it, arises "only if the estate is sufficiently solvent to pay such 
interest." In Re Dow Coming Corp., 270 B.R. 393, 404 (E.D. Mich. 2001). Thus, postpetition 
interest rights and obligations are, by nature, conditional, as the court further held in Dow 
Corning Corp.: "A right to interest which is based on this statute is, by definition, contingent on 
the estate having funds on hand to make that payment after satisfying all higher-priority claims." 
Id. (emphasis added). 

By contrast, in our case, no such inherent condition exists that would have precluded the 
accrual of the PII on September 7, 1990, since a receivership's obligation to pay PII is fixed 
contemporaneously with the creation of the subrogated claim. In short, unlike Title 11, section 
360 does not impose conditions on the accrual of interest. 



m 
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In closing, we appreciate your willingness to consider our position on this timing issue. 
We are confident that our explanation of the factual and legal basis for the requested interest 
expense deductions will resolve your questions, 

Very truly yours, 



(2M^^f/^^ 



Catherine Topping 
Counsel 



Attachment 

cc: Don S. Willnor, Esq. 
621 S.W. Morrison Street 
Suite 1415 

Portland, Oregon 97205 
Fax: (503) 273-8842 

Ro$emary Stewart, Esq. 
Spriggs & Hollingsworth 
1 350 "I" Street, N.W. 
9 th Floor 

Washington D.C. 20005 
Fax: (202) 682-1639 

Michael C. Moetell, Esq. 
Winston & Strawn 
1400 L. Street, N.W. 
Washington D.C 20005-3502 
Fax: (202) 371-5950 
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